In theory, the U.S. tax system aims to attribute and tax all business income to individuals.
Introduction
Most economic activity is organized through businesses. As a result, the compensation of business owners -be they entrepreneurs or other equity holders -is a major part of national income. But businesses can be organized and can compensate their owners in a variety of complex and shifting ways. In particular, the structure of businesses organizations and the style of owner compensation are sensitive to tax incentives. In this paper, we document long-term trends in the structure and composition of business income in the United States. Many of these trends are shaped by tax law. We highlight the shift from corporate to pass-through taxation that started with legal changes in the second half of the twentieth century and culminated in the Tax Reform Act of 1986. As a result of this change, business incomes are increasingly taxed through personal income taxes rather than through a combination of corporate and personal taxes. The shift from corporations to passthroughs also suggests changes in the timing of business taxation -shifts toward taxation based on accrual.
These broad shifts have wide implications for how tax data is used in economics research.
For example, tax data is a natural starting point for studying the income distribution. But tax concepts are not the same as economic concepts. The sheer multitude of business forms available -and the availability of alternative ways of compensating investors -puts researchers in a bind. Researchers must either engage in the daunting task of identifying the underlying economic (rather than tax) income characteristics they want to study -and then try to tease those characteristics out of the data -or they must rely on an extremely broad definition of income that combines all tax categories. The latter path is followed by
Piketty and Saez (2003) and many others. But this path is riddled with difficulties.
By focusing on the shifting composition of business income, we highlight two difficulties of using tax data to study economic income concepts. The first problem is timing. Large shifts in how firms are organized, in how capital gains are realized, and in which firms pay dividends has produced substantial changes in the timing of taxable income. A second 1 problem is the rise of non-taxable or tax-advantaged owners. Tax-exempt institutions, taxadvantaged retirement accounts, and foreign individuals have generally grown in importance -and this secular growth has challenged the comprehensiveness of the tax base. On the other hand, we also document a major shift away from the retention of earnings in the corporate sector; this shift may suggest that personal income taxation better targets business income than it used to. Our ongoing work (Clarke and Kopczuk, 2016) and work in other countries (Alstadsaeter at al, 2016; Chile) explores the implications of these changes for the measurement of income and income inequality.
We are by no means the first to notice these broad trends in business income and business taxation. But we attempt to systematically document the magnitude and importance of these issues in one place, using a variety of aggregate and micro data. We attempt to offer a systematic account of the ways in which the organizational structure and tax status of the business sector has changed since the 1970s. These changes matter. Among other things, they have occurred alongside major changes in the individual income distribution. But changes in the structure and tax status of the corporate sector interact with the taxation and visibility of incomes that appear on individual tax returns. As the result, understanding the evolution of inequality and the nature of individual income requires a careful accounting of organizational changes -a path that we are pursuing in our ongoing other work.
A rough guide to business taxation in the U.S.
Businesses can be organized in many different ways: as sole proprietorships, as partnerships with or without limited liability, as closely-held corporations, or as publicly traded corporations with seveal different classes of shareholders. Many factors influence the choice of organizational form, including liability, financing, and managerial decision-making. But taxation is also crucial, for the obvious reason that different organizational forms are taxed in different ways.
Broadly speaking, there are two main approaches to taxing business incomes. One is to 2 impose an entity-level tax, like the U.S. corporate tax, that takes a bite out of firm-level income as it is earned. These entity-level taxes are usually combined with a system of taxing income as it is distributed to owners. The second approach is to allocate income to shareholders as it is earned. This approach -which integrates business taxation with personal income taxation -is commonly referred to as "pass-through" taxation, and we follow that convention here.
Both systems of business taxation can be seen as responses to the same dilemma. Most jurisdictions tax income when realized, presumably as and reasonable and administratively convenient way of getting at individual increases in wealth or ability to consume. But we also allow individuals to start separate legal entities called firms. If we taxed income only when dollars entered individual bank accounts, it would be too easy for individuals to defer taxation 1 or avoid it entirely by keeping their income inside firms (Schizer 2016, Graetz 2008). As a result, shareholder-level taxation is supplemented by a separate entity-level taxa -an administratively blunt and distributively ambiguous tool. On the other hand, treating all entities as pass-throughs would raise problems of its own: We would face the invidious task of allocating firm-level income in large complex entities to many dispersed owners. 2 And so, in countries like the United States, the system is mixed: Some firms are treated more like separate taxable entities, and others are treated more like aggregations of taxable individuals.
A corporate tax is an entity level tax imposed on (appropriately defined) profits. In the U.S., the corporate tax applies only to a particular form of corporation, called Ccorporations because they are taxed under subchapter C of the Internal Revenue Code. Shareholders of these corporations are then additionally taxed either when money leaves the firm through dividends, or when the shareholders sell their equity stake and are subject to capital gains taxation. Blurring the line between dividends and capital gains are share repurchases, which give shareholders cash that is taxable as a capital gain. These instruments do not, by any means, exhaust all possible channels for getting money out of a firm.
Businesses may be financed through debt, and interest expenses can thus be an alternate way of compensating owners. Instruments that blur the line between equity and debt can allow businesses to achieve both tax efficient and economically desirable objectives, and are subject to a bewildering variety of legal rules. Active shareholders may also simply be compensated as employees through wages or through other instruments, including incentive pay, fringe benefits, and rents. Finally, abusing tax law may allow for consumption within a firm: owners can try to deduct their private consumption expenses as legitimate business costs (Auerbach). Even if such moves aren't illegal, they point toward the conceptual difficulty of distinguishing between consumption and expenses; think, for example, of Donald Trump's much-bragged-about corporate jet.
Pass-through treatment applies to a wide variety of organizational forms, including sole proprietorships, partnerships, limited liability companies, and corporations taxed under subchapter S of the Code ("S-corporations"). Income of each of these types of firms is typically not taxed at all at the entity level and instead is allocated to owners as it is earned. This distinction has two noteworthy implications. 3 First, different forms of entity taxation suggest that businesses may choose an organizational form to minimize the tax consequences. While there are, as mentioned above, other considerations in play in the choice of the organizational form, differently taxed organizational forms are often close substitutes.
In particular, for firms with a small but still sizable (up to 100) number of common shareholders, there are few differences between S and C corporate form other than tax treatment.
Second, at least on the surface, pass-through entities are taxed on an accrual basis, while C-corporations are only partially taxed on accrual through the corporate tax -and, espe-cially in international context, deferral possibilities loom large -and then taxed again at a future time that is often up to the discretion of the owners. Indeed, the owners of small firms often have complete control over the timing of profit distributions or capital gains realizations.
The mix of incentives to pick different entities for tax reasons has varied dramatically over the last 60 years. Two big things have changed. The first is the combination of corporate and individual rates. Before the Tax Reform Act of 1986, the top corporate tax rate was considerably lower than the top individual tax rate. This meant that individuals in a high bracket had an incentive to use C-corporations to defer individual taxes: Firms could be used to earn and reinvest money without paying the high individual rate (Warren 1981). The tax reform changed these incentives by inverting the individual and corporate rates: For the first time in modern U.S. tax history, the top individual rate fell below the top corporate rate. This gave those same investors an incentive to switch out of C-corporations and into pass-through entities, which they did in droves. C-corporations have diminshed in importance since then; now, the great bulk of C corporate income is earned by a very small number of large publicly traded firms, which cannot convert to S corporate status because S-corporation stock cannot be listed on a public exchange. For this reason, it it sometimes said that the contemporary corporate tax is best conceptualized as a tax on firms that are publicly traded.
The second important change is less remarked upon, but perhaps equally important to the trajectory of modern U.S. business taxation: Legal changes that made differently taxed legal entities closer economic substitutes. The first of these changes was the Subchapter S Revision Act of 1982, which made S-corporations a more plausible substitute for a much wider swath of existing C-corporations -and thus enabled the great migration from C to S that occurred after the Tax Reform Act of 1986. The original S-corporation was restrictive entity, designed to spare only the smallest business entities from double taxation: It could have a maximum of ten shareholders, for example (Coven and Hess 1983). The Revision Act expanded this cap to 35, which was expanded once again to 100 in 1996. The second 5 of these changes was the creation of the modern LLC, a state law entity that is taxed like a partnership but reaps the benefits of limited liability (Hamill 2005). The first LLC statute was passed in the state of Wyoming in 1977, but it would take eleven years for the IRS to issue a stable Revenue Ruling stating that such entities would be entitled to partnership tax treatment despite their limited liability. A third important change was the rise of so-called "check the box" rules, which, starting in 1997, allowed entities to elect whether they would be taxed as partnerships or corproations. These three changes made the relatively rapid and large-scale shifting between entities a reality.
Data and coverage
In what follows, we rely largely on publicly available IRS reports, NIPA tables, and public use individual tax return micro data to collect and illustrate trends in business incomes and the corresponding tax base. While almost all of the data we use is publicly available, much of what we describe is assembled here for the first time.
We focus on data starting with 1958. The choice of a starting point will always be a little arbitrary. For many of the issues we study, the available data extend back farther in time -in some cases to the beginning of the Twentieth Century, if not earlier. But our choice isn't random. The S-corporation -a pass-through entity that is now the most common business organization in the United States, and that now accounts for a fifth of all business-level income -first debuted in 1958. Subchapter K -the portion of the internal revenue code that governs partnership taxation -was adopted in 1954 after a prolonged debate (Gergen 2005). The IRS began publishing its annual Corporation Income Tax Return Report the same year. And many of the other data series on which rely also begin in the 1950s and 60s. In short, many of the tax changes we study -tax changes that found their crucible in the reforms of the 1980s -have roots that extend back to the 1950s. A minor revolution in tax data began around the same time. These features make the 1950s the natural place to begin our story of broad changes in business structure and taxation.C−corporations S−corporations Partnerships
Trends in organizational form and taxability of businesses
In Figure 1 and Table A .1, we document basic facts about the number and income of various types of business entities (other than sole proprietors) over time. The number of partnerships and C-corporations was about the same in 1958. But the growth of partnerships did not keep pace with C-corporations over the following decades: while the number of both types of entity grew, by the mid-1980s there were 50% more C-corporations than partnerships. At the same time, the number of S-corporations increased from non-existent before 1958 to 800,000 in 1986. As the result of this rise, the number of C-corporations and the combined number of pass-through entities (S corps or partnership) was about the same by the time of the 1986 Tax Reform Act. But, in the aftermath of TRA 1986, the number of Scorporations increased by over 35% and the number of C-corporations declined for the first time. That initial decline has continued. By 2012, the number of C-corporations was down to 1.6 million from the peak of 2.6 million in 1986, while the number of S-corporations has quintupled since 1986, and is now over 4 million. The consistent growth in S-corporations after 1986 was at first accompanied by a slight decline in the number of partnerships, but since the mid-1990s their ranks have increased steadily -doubling to over 3 million by 2012. This is due to the introduction of Limited Liability Partnership statues in almost all states. In particular, in 1993 (the first year in which IRS reports the number of LLCs), there were just 17,000 of them constituting less than 2% of total partnerships. By 2012, the number of LLCs increased to 2.2 million, or about 2/3 of all partnerships (and the number of all other types of partnerships has declined). As a result of these changes -and in stark contrast to the lay of the land in the pre-1986 era -there were by 2012 over 4 times as many pass-through entities as C-corporations.
Partnerships and S-corporations tend to be smaller on average than C-corporations. Before 1987, tax incentives for successful firms tilted toward organizing a firm as C-corporation and this is reflected in net income data presented in Table A RICs and REITs are harder to categorize, but are best conceptualized as passthrough entities. The primary distinguishing feature of these entities is that they are exempt from corporate income taxation to the extent that they distribute their current profits to shareholders. Entities can elect this tax treatment as long as they earn at least 90% of their income from certain qualifying sources -broadly, investment income -and also meet certain reporting requirements, diversification requirements, and distribution requirements. Before TRA'86, the net income of C-corporations was much larger than that of passthrough Note: Share of income from C-corporations, S-corporations and partnerships as reported in Table A.2. entities, despite the fact that there were a similar number of C-corps and passthroughts.
All C-corporations combined had $200 billion profits in 1986, compared to just $8 billion for S-corporations, negative net income for all partnerships and $60 billion for REITs and RICs.
The net income of S-corporations more than tripled from 1986 to 1987 and partnership net income began to rise in the aftermath of the reform as well. By late 1990s, the net income of pass-through entities matched that of C-corporations, and it exceeds it nowadays.
Net income from partnerships and S-corporations alone was $1.12 trillion compared to $1.05 for the C-corporate sector. The explosion of the importance of RICs and REITs took place in the early 1980s and their share in the overall income fluctuated but remained fairly stable since.
In Table A .3 we compare IRS reports of the net income from pass-through entities' business tax returns with reports on personal income tax returns. These two sources of 9 information need not match, and indeed do not match, for three possible reasons. First, some pass-through income may flow to non-taxable investors. Second, losses are fully reported on business tax returns but not necessarily fully deductible on personal income tax returns. Third, the net income of pass-through entities includes portfolio income that may pass-through to partners/shareholders but appears on individual income tax returns as part of a different income category (like dividends or capital gains) rather than as partnership income. We can generally observe about 70% of S-corporation income on individual tax returns.
Until 1991, the partnership income appearing on individual tax returns actually exceeded overall partnership net income reported at the entity level. This indicates the importance of non-deductible losses. Since 1991, the partnership income showing up on Schedule E has become a much smaller share of the total entity-level income reported by the partnerships themselves. The primary reason for this is the increase in the importance of pass-through portfolio income, which now actually constitutes the bulk of partnership net income. We can decompose partnership income more precisely starting in 1993. Following the NIPA reporting, partnership income in Table A .3 consists of ordinary business income and portfolio income without capital gains. In Table A .4, we separate ordinary business income from portfolio income and report both short-term and long-term capital gains. Portfolio income is generally passed through to partners; hence it is ordinary business income that can be more directly related to the partnership income reported on individual income tax returns.
Likewise, with S-corporations, personal income tax returns used to capture about 70 to 80% of ordinary partnership income, although the share has been smaller after 2000 and larger in 2008 (which may reflect individuals' inability to fully deduct losses). The non-capital gain component of portfolio income has generally been of the order of the ordinary business income, while capital gains are large but naturally very volatile.
In Table A .6, we document changes in the effective taxation of dividend incomethe canonical way of compensating shareholders of C-corporations. The share of corporate dividends that are taxable on personal income tax returns has been trending downwards 10 over time from about 80% in the late 1950s to about 50% more recently. This is due in large part to changes in the characteristics of owners. Ownership of U.S. equities of all kinds by foreigners (as measured by the Federal Reserve) has increased from about 2% in 1960 to over 16% in 2014. Another category of investors that are not subject to personal income taxation are tax exempt or advantaged ones -which we discuss in the next section.
Hence, it is clear that the importance of pass-through income has dramatically increased over time and that, furthermore, the remaining C-corporate income distributed to shareholders is taxed to a lesser extent through personal income taxation. TRA 1986 has been a turning point, but these changes are not a one-time level shift and instead there is a long term trend away from C-corporate form and toward S-corporations.
Tax-exempt entities and tax-advantaged accounts
If the personal income tax system is not capturing all of the income of business entities, and most common form of these organizations is the 501(c)(3), which exempts from income taxation entities that are "organized and operated exclusively for religious, charitable, scientific" and a variety of other purposes (e.g., "to foster national or international amateur sports competition"). 26 U.S.C. 501(c)(3).
The IRS first started compiling asset data from tax-exempt entities in the mid-1970s, and did so in a systematic fashion in the mid-1980s. These data show a large increase in the 11 assets held by tax exempt organizations (Column 2 of Table A.6). What's less obvious from the SOI data is whether these entities own an increasingly large share of total corporate equity. In the second column of Table A .6, we report the share of assets of 501c(3) entities that is held in the form of equities -that share has been relatively stable. However, despite the large nominal growth, the size of the overall sector relative to the overall size of equities does not appear to have increased over time.
A more rapid and proportionally meaningful change seems to have occurred with the assets in tax-advantaged accounts. The two most important categories here are IRAs and 401(k)s (and related) accounts. This doesn't quite include all the categories of taxadvantaged retirement savings, but it includes all the major categories. Government pension funds that cover many groups of federal, state and local employees are also exempt from taxation. Assets controlled by them are nowadays of the same order of magnitude as those in individual retirement accounts, but they have been growing somewhat more slowly.
Taken together tax exempts and tax-advantaged accounts hold assets approaching the total value of U.S. equities. While we are not able to precisely assess how much equities they hold (other than for 501c(3) entities), this is obviously an important component of equity ownership.
The timing of taxation
The taxation of pass-through entities is -at least on the surface -pretty straightforward in terms of timing: income is supposed to be taxed when it accrues (although, of course, that depends on the nature of income; capital gains, for example, continue to be taxed at realization). This is not the case with C-corporations. In particular, a corporation can retain its earnings instead of distributing them to shareholders. Figure 3 shows the aggregate importance of dividends for C-corporations, expressed as a share of their current net income. Normalization by net income induces strong counter-cyclicality due to wellknown smoothness of dividends over time, but nevertheless there is a marked increase in If businesses retain rather than distribute earnings, those retentions should correspond to changes in equity valuation. In Figure 6 , we show that over a longer term changes in equity values for the corporate sector as a whole actually follow reasonably well trends in earnings retentions. Of course, this is a very simplistic way of thinking about equity values that does not take into account the value of future profits. Naturally, it cannot also explain short-term fluctuations. Still, over a longer term increases in equity values have to reflect studies that incorporate losses without limiting them by the (net) $3000 deductibility limit.
These reports are available for 1981, 1985 and all years since 1998. In normal years, that distinction is not huge, but deductibility of losses plays a large loss in down market years (2001, 2002, 2008 and 2009 ).
The important point for our purposes is that capital gains realizations increased dramat- ically in the early 1980s. This follows the period of dramatic increase in retained earnings relative to the value of equities that we documented on Figure 5 Of course, capital gains realizations do not only correspond to sales of equities or other business assets. On Figure 8 we show, relying on Sales of Capital Assets reports, the role that different categories of capital gains play. We focus on business and equity related assets.
Corporate stock (including non-bond mutual funds) has always accounted for about half of capital gains realizations. The other business assets category includes sales of partnership, S-corporation, and estate or trust interests, depreciable business property and capital gain distributions and -while non-trivial -it is a smaller component of overall realizations.
Capital gains that are pass-through (and whose detail is not known) are comparable to direct stock sales. In fact, and not surprisingly given our previous discussion, compared to the 1980s, pass-through gains are nowadays much more important (as a share of capital gains realizations) than they were in the past. Taken together, these three business-related categories of assets constitute the bulk of capital gains realizations. The main remaining component is real estate (residential and rental) and land -it is small relative to businessrelated categories taken together, but it is not as cyclical so that it constitutes a larger share of the overall realizations when capital gains are otherwise small.
Conclusions
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